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OATH OR AFFIRMATION

., _Brenda Ballinger , swear (or affirm) that, to the best of
my knowledge and belief the accompanying financial statement and supporting schedules pertaining to the firm of

__Rugsell Implementation Services, Inc. , a8
of December 31 _, 2007 , are true and correct. 1 further swear (or affirm) that

neither the company nor any partner, proprietor, principal officer or director has any proprietary interest in any account
vlassified solely as that of a customer, except as follows:

N/A

Treasurer and Financial Operations Principal

Title

Notary Public

This report ** contains (check alf applicable boxes):

[@ (a) Facing Page.

X (b) Statement of Financial Condition.

O (¢) Statement of Income (Loss).

O (d) Statement of Changes in Financial Condition.

[0 (e) Statement of Changes in Stockholders” Equity or Partners’ or Sole Proprietors’ Capital.

0 (O Statement of Changes in Liabilities Subordinated to Claims of Creditors.

O (g) Computation of Net Capital.

O (h) Computation for Determination of Reserve Requirements Pursuant to Rule 15¢3-3.

O (i) Information Relating to the Possession or Control Requirements Under Rule 15¢3-3.

M () A Reconciliation, including appropriate explanation of the Computation of Net Capital Under Rule 15¢3-1 and the
Computation for Determination of the Reserve Requirements Under Exhibit A of Rule 15¢3-3.

O

¥

O

(k) A Reconciliation between the audited and unaudited Statements of Financial Condition with respect to methods of
consolidation.

(I} An Qath or Affirmation.
(m) A copy of the SIPC Supplemental Report.
O (n) A report describing any material inadequacies found to exist or found to have existed since the date of the previous audit.

**For conditions of confidential ireatment of certain portions of this filing, see section 240.17a-5(e)(3).
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PRICEWATERHOUSE(COPERS

PricewaterhouseCoopears LLP
1420 Fifth Avenue

Suite 1900

Seattle, WA 98101

Telephone (206) 398 3000
Facsimile {206) 398 3100

Report of Independent Auditors

To the Board of Directors and Stockholder of
Russell Implementation Services Inc.

In our opinion, the accompanying statement of financial condition presents fairly, in all material
respects, the financial position of Russell Implementation Services Inc. {the “Company”) at

December 31, 2007, in conformity with accounting principles generally accepted in the United States of
America. This financial statement is the responsibility of the Company’s management. Our
responsibility is to express an opinion on this financial statement based on our audit. We conducted
our audit of this statement in accordance with auditing standards generally accepted in the United
States of America, which require that we plan and perform the audit to obtain reasonable assurance
about whether the statement of financial condition is free of material misstatement. An audit includes
examining, on a test basis, evidence supporting the amounts and disclosures in the statement of
financial condition, assessing the accounting principles used and significant estimates made by
management, and evaluating the overall statement of financial condition presentation. We believe that
our audit of the statement of financial condition provides a reasonable basis for our opinion.

As discussed in Note 2, the Company has restated its financial statements for the year ended
December 31, 20086.

bl v

March 28, 2008




Russell Implementation Services Inc.

Statement of Financial Condition
As of December 31, 2007

Assets

Cash and cash equivalents

Cash segregated under federal regulations
Securities commissions receivable

Fees receivable

Prepayments for customer research services credits
Prepaid expenses and other

Due from affiliates

Fixed assets, net

Deferred income taxes, net

Total assets

Liabilities and Stockholder’'s Equity
Liabilities
Commission credits payable to customers
Accrued expenses
Payable to brokers and subadvisors
Due to affiliates
Deferred research services credits
Incentive compensation liabilities

Total liabilities

Commitments, contingencies, and guarantees (Notes 8 and 10}

Stockholder's equity

Common stock, par value $0.10 per share; 500,000 shares authorized,

247 800 shares issued and outstanding
Additional paid-in capital
Accumulated deficit

Total stockholder's equity

Total liabilities and stockholder’s equity

The accompanying notes are an integral part of this financial statement.

2

$ 3,081,889
14,254,825
10,439,462

3,863,393
253,402
169,845

2,295,750

1,076,122

2,181,459

$ 37,616,147

$ 8,968,331
985,778
505,873

2,108,188
411,771
6,292,839

—————

20,273,780

24,780
26,407,779

(9,090,192)
17,342,367

———

$ 37,616,147



Russell Implementation Services Inc.
Notes to Financial Statement
December 31,.2007

1. Nature of Business and Summary of Significant Accounting Policies

Nature of Business

Russell Implementation Services Inc. (the “Company”), is a wholly owned subsidiary of Frank
Russell Company (“Russell™), both of which are part of Russell Investments, the marketing name
used to represent Russell and its global subsidiaries. The Northwestern Mutual Life Insurance
Company owns substantially all of the outstanding shares of Russell.

The Company, a broker-dealer registered pursuant to the Securities Exchange Act of 1934, is a
member of the Financial Industry Regulatory Authority (“FINRA"), and is an investment advisor
registered pursuant to the Investment Advisors Act of 1940. The Company acts as an introducing
broker and clears trades through a network of domestic and international clearing broker-dealers.
The Company clears all transactions on behalf of customers cn a fully disclosed basis with these
clearing broker-dealers. The clearing broker-dealers carry all of the accounts of the customers and
maintain and preserve all related books and records as are customarily kept by a clearing broker-
dealer.

Cash and Cash Equivalents and Cash Segregated under Federal Regulations

The Company considers all money market funds and instruments with original maturities of three
months or less at the purchase date as cash equivalents. Segregated cash is kept in a special
account for the exclusive benefit of the Company's customers under SEC Rule 15¢3-3. Cash is
held at one financial institution in excess of Federal Deposit Insurance Corporation (*FDIC"} limits.

Deferred Research Services Credits and Prepayments for Customer Research Services
Credits

Commission credits for certain customers include analytical services and products to be provided
by nonaffiliated and affiliated companies. These amounts are recorded as a liability of the
Company under deferred research services credits. When the analytical services and products are
delivered to a client, their value reduces the client's deferred research services credits. In certain
cases, the client has received analytical products or services in excess of deferred research
service credits available for use. These amounts have been recorded by the Company as
prepayments for customer research services credits and will be offset by future commission credits.

Fixed Assets

Fixed assets are reported at cost less accumulated depreciation and amortization. Depreciation is
calculated using the straight-line method based on estimated useful lives ranging from three to

16 years. Furniture and equipment are depreciated over estimated useful lives ranging from three
to seven years. Capitalized software includes purchased and internally developed software.
Purchased software is amortized over three years using the straight-line method. Internally
developed software represents internal and external costs incurred to develop internal use software
during the application development stage. Once the internal use software is ready for its intended
use, the accumulated development costs are amortized over three years using the straight-line
method. Leasehold improvements are amortized over the shorter of their estimated useful lives or
the remaining life of the tease. When fixed assets are sold or otherwise disposed of, the cost and
related accumulated depreciation are removed from the respective accounts and the resulting
gains or losses are included in income from operations. Repair and maintenance costs are
expensed as incurred.



Russell Implementation Services inc.
Notes to Financial Statement
December 31, 2007

Stock-Based Compensation

In December 2004, the Financial Accounting Standards Board (“FASB") issued Statement of
Financial Accounting Standards (*SFAS”) No. 123R, Share-Based Payment (“SFAS 123R"), which
revises SFAS No. 123, Accounting for Stock based Compensation, and supersedes APB 25,
Accounting for Stock Issued to Employees (“APB 257). SFAS 123R eliminates the alternative of
using the intrinsic value method of accounting for share-based awards that was provided under
APB 25. Effective January 1, 2006, the Company adopted SFAS 123R using the prospective
transition method, which requires that only awards granted, modified, repurchased or cancelled
after the adoption date be subject to the standard. Under SFAS 123R, share-based awards are
measured at fair value as of the grant dates or modification dates and the resulting cost is
recognized in the statement of income over the period from the date of grant to the date when the
award is no longer contingent upon the employee providing additional service (the required service
pericd). For awards that vest upon retirement, the required service period does not extend beyond
the date an employee is eligible for retirement. This situation can result in compensation expense
being recognized over a period less than the stated vesting period.

in February 2007, Russell implemented the 2006 Long-term Equity-Based Incentive Plan ("LTIP")
and the Qutstanding Contributor Award Program (*OCAP”), as more fully described in Note 5,
which are subject to the guidance of SFAS 123R. In April 2007, Russell also modified the terms of
its 1999 Incentive Payments Plan (“IPP"), which resulted in Russell's outstanding caflable puttable
common stock outstanding under the IPP being subject to the guidance of SFAS 123R thereafter,
as more fully described in Note 5.

Deferred Incentive Compensation

Russell has granted award units under the Incentive Share Plan (*ISP"), more fully described in
Note 5. The Company accounts for these deferred incentive arrangements, which are not
share-based, in accordance with the guidance in Accounting Principles Standards Board Omnibus
Opinion No. 12, Deferred Compensation Contracts, using an accelerated method of the related
expense.

Revenue Recognition

Securities commissions, generated entirely from agency brokerage transactions, are recognized as
earmed on a trade date basis. Investment management fee and other fee based revenues are
derived from services based generally on assets under management or the notional principies of
transactions, and are recognized as eamed. Amounts paid by the Company to the subadvisors are
recorded as a reduction of securities commissions or investment management fee revenue.
Amounts paid by the Company as a rebate to clients, primarily those clients receiving overlay
services in conjunction with other services, is recorded as a reduction of other fee revenue.

The Company refunds a portion of commissions received from commission recapture services to
its customers. Such commission credits are determined and recorded on a trade date basis. The
aggregate amount of unused commission credits is reflected as commission credits payable to
customers on the accompanying statement of financial condition.

Accounts are deemed past due based on payment terms. The Company writes off delinquent
accounts to the extent and at the time they are deemed to not be recoverable. The Company
recorded no bad debt expense for the year ended December 31, 2007.



Russell Implementation Services Inc.
Notes to Financial Statement
December 31, 2007

Income Taxes

The Company accounts for income taxes pursuant to SFAS No. 109 Accounting for Income Taxes,
which requires the recognition of deferred tax assets and liabilities for the expected future
consequences of temporary differences between the camying amounts and the tax bases of assets
and liabilities.

The Company files its federal tax return with Northwestem Mutual Life Insurance Company as part
of a consolidated group. The provision for federal income taxes is based on an allocation of the
consolidated tax liability to the respective companies included in the consolidated group as if each
company were filing on a separate return basis, Federal taxes payable are recorded through and
included in due to affiliates in the accompanying statement of financial condition. The Company
files a separate tax return in certain states. State income taxes payable are included in accrued
expenses in the accompanying statement of financial condition.

Foreign Currency Transactions

The Company's reporting currency is the U.S. dollar. Foreign currency transaction gains and
losses arise from payments of commission credits in currencies other than United States dollars.
Gains and losses resulting from foreign currency transactions are included in other in the
accompanying statement of income.

Financial Instruments with Off-Balance Sheet Credit Risk

As a securities broker, the Company is engaged in buying and selling securities for a diverse group
of institutional investors. The Company introduces these transactions for clearance to other
broker-dealers on a fully disclosed basis.

The Company's exposure to credit risk associated with nonperformance of customers in fulfilling
their contractual obligations pursuant to securities transactions can be directly impacted by volatile
trading markets, which may impair customers’ ability to deliver assets sufficient to settle their
obligations for the original contracted amount. The agreements between the Company and its
clearing brokers provide that the Company is obligated to assume any exposure related to such
nonperformance by its customers. As the right to charge the Company has ne maximum amount
and applies to all trades executed through its clearing brokers, the Company believes there is no
maximum amount assignable to this right. At December 31, 2007, the Company has recorded no
liabilities with regard to the right. In addition, the Company has the right to pursue collection or
performance from the counter parties who do not perform under their contractual obligations. The
Company monitors its risk on these transactions on both an individual and group basis.

Loss Due to Service Errors

in the conduct of the Company’s business, occasional operational errors occur that impact
customer accounts. These errors are infrequent and are not predictable in the normal conduct of
business operations. Upon the determination that an error has occurred, the Company’s policy is
to adjust the impacted customer account immediately when quantifiable and record the related
expense in the statement of income.

Use of Estimates

The preparation of financial statements in conformity with accounting principles generally accepted
in the United States of America requires management to make estimates and assumptions that
affect the reported amounts of assets and liabilities and disclosure of contingent liabilities at the
date of the financial statements and the reported amounts of revenues and expenses during the
reporting period. Significant estimates are inherent in the preparation of the financiat statements,
Actual results could differ from those estimates.
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New Accounting Pronouncements

FASB Interpretation No. 48, Accounting for Uncertainty in Income Taxes—an Interpretation of
FASBE Statement 109 ("FIN 48"), was issued in June 2006. FIN 48 requires that an entity disclose
an assessment in its financial statements of the probable ocutcomes of tax paositions deemed under
FIN 48 to be “uncertain” as if such positions were subject to examination and to disclose the
estimated effect of any changes in valuation of tax assets and liabilities anticipated as a result of
such examination. The tax benefit to be recognized is measured as the largest amount of benefit
that is greater than fifty percent likely of being realized upon ultimate settlement. FIN 48 must be
applied to all existing tax positions upon initial adoption. The cumulative effect of applying FIN 48
at adopfion, if any, is to be reported as an adjustment to opening retained earnings for the year of
adoption. On January 23, 2008, the FASB deferred the effective date of FIN 48 for certain
nonpublic entities. As a result, FIN 48 will go into effect for certain nonpublic companies, including
the Company, for annual periods beginning after December 15, 2007. The Company is assessing
the potential impact that FIN 48 will have on its financial statements.

In September 2006, FASB issued SFAS No, 157, Fair Value Measurements (“SFAS 1677}, which
defines fair value, establishes a framework for measuring fair value in generally accepted
principles, and expands disclosures about fair value measurements. SFAS 157 does not require
new fair value measurements, but provides guidance on how to measure fair value by establishing
a fair value hierarchy used to classify the source of the information. SFAS 157 is effective for fiscal
years beginning after November 15, 2007. In February 2008, the FASB issued Staff Positions

No. 157-1 and No. 157-2 which would partially defer the effective date of SFAS 157 for one year for
nonfinancial assets and nonfinancial liabilities and remove certain leasing transactions from its
scope. The Company is assessing the potential impact that SFAS 157 will have on its financial
statements.

in February 2007, the FASB issued SFAS No. 159, The Fair Value Option for Financial Assets and
Financial Liabilities—Including an Amendment of FASB Statement No. 115 (“SFAS 1597},

SFAS 159 permits all entities the option to measure many financial instruments and certain other
items at fair value. If a company elects the fair value option for an eligible item, then it will report
unrealized gains and losses on those items at each subsequent reporting date. SFAS 159 is
effective for fiscal years beginning after November 15, 2007. The Company is currently assessing
the potential impact that SFAS 159 will have on its financial statements.

In December 2007, the FASB issued SFAS 141 (revised 2007), Business Combinations

(“SFAS 141(R)") which replaces SFAS 141, Business Combinations. SFAS 141(R) retains the
underlying concepts of SFAS 141 in that all business combinations are still required to be
accounted for at fair value under the acquisition method of accounting but SFAS 141(R) changed
the method of applying the acquisition method in a number of significant aspects. SFAS 141(R}is
effective on a prospective basis for all business combinations for which the acquisition date is on or
after the beginning of the first annual period subsequent to December 15, 2008, with the exception
of the accounting for valuation allowances on deferred taxes and acquired tax contingencies.
SFAS 141(R) amends SFAS 109 such that adjustments made to valuation allowances on deferred
taxes and acquired tax contingencies associated with acquisitions that closed prior to the effective
date of SFAS 141(R) would also apply the provisions of SFAS 141(R). Early adoption is not
allowed. The Company is currently assessing the potential impact that SFAS 141{R) will have on
its financial statements.
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2. Restatements

The Company has restated its previously issued financial statements for the year ended
December 31, 2006 for the items described below. As the prior period financial statements have
not been presented herein, the restatement has been effected as an adjustment to opening
additional paid-in capital and retained earnings.

Stock-Based Compensation

Stock-based compensation expense related to shares of Russell’s puttable common stock granted
to employees of the Company by Russell was not recorded by the Company for the years ended
December 31, 1999 {inception) through 2006, as required by APB 25 (prior to the adoption of
SFAS 123R) as interpreted by FASB Interpretation No. 44, Accounting for Certain Transactions
involving Stock Compensation and SFAS No. 123R, Share-Based Payment. The Company is
adjusting the opening balance of accumulated deficit, reflecting the cumulative effect of the error on
periods prior to 2007, with a corresponding adjustment to additional paid-in capital to reftect the
deemed capital contribution from Russell. In 2007, the Company properly reflected such
stock-based compensation expense in the statement of income. This adjustment had no effect on
the Company's total stockholder's equity or regulatory capital. The effect of this adjustment is an
increase in accumulated deficit of $24,753,078 and an increase in additional paid-in capital of
$24,753,078.

Transfer Pricing

Mathematical errors were corrected in the current year relating to Russell's 2006 transfer pricing
calculation. There is a related impact to the Company's tax provision as a result of this error. The
Company is adjusting the opening balance of retained earnings, reflecting the effect of this error in
2006. The effect of this adjustment is a decrease to accumulated deficit of $733,200.

The effects of the restatement items described above on the Company’s total stockholder’s equity
and net income for the year ended December 31, 2006 are as follows:

As Previously
Reported Adjustments As Restated
Additional paid-in capitat $ 7345489 § 24,753,078 $ 32,098,567
Retained earnings (Accumulated deficit) 8,998,266 (24,019,878) (15,021,612)
Total stockholder’s equity 16,368,535 733,200 17,101,735
Net income 7,903,630 (455,634) 7,447,996

3. Fixed Assets

Fixed assets consist of the following balances at December 31, 2007:

Software $ 6,363,996
Furniture and equipment 787,505
7,151,501
Accumulated depreciation and amortization {6,182,094)
Work in progress 106,715
Total $ 1,076,122



Russell Implementation Services Inc.
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December 31, 2007

Depreciation and amortization expense related to fixed assets was $956,742 for the year ended
December 31, 2007.

Current and Deferred Income Taxes

The tax effects of temporary differences that gave rise to the net deferred tax asset as of
December 31, 2007 are presented below:

Deferred income tax assets

Accrued incentive share plan $ 2,017,198
Accrued long-term incentive plan 431,704
State deferred tax, net of federal tax benefit 10,357
Unrealized gainfloss 1,157

Total deferred income tax asset $ 2,460,416

Deferred income tax liabilities

Revenue items $ 74,716
Depreciation of fixed assets 204,241

Total deferred income tax liability 278,957

Total deferred tax asset, net $ 2,181,450

income taxes payable to Russell were $863,793 as of December 31, 2007 and are included in due
to affiliates in the accompanying statement of financial condition.

Employee Compensation Arrangements

LTIP

The Company participates in the Russell LTIP covering eligible employees. The LTIP provides for
the award of stock options, restricted stock units (“RSU"), and stock appreciation rights (“SAR”) in
Russell's common stock. The maximum number of shares of Russell's common stock that are
issuable, or were issued and are outstanding, pursuant to awards under the LTIP or IPP may not,
at any time, a) represent 20% or more of the “value” or “voting power” of all the issued and
outstanding common stock at such time, or b} exceed 50,000,000 shares of common stock.
Awards that are cancelled, forfeited, terminated or otherwise settled by the holder or by Russell are
then available for award under the LTIP, subject to the above limitations.

Grants of stock option and RSU awards to employees made by Russell under the LTIP vest over
three or four years in equal annual installments on February 16" each year after the date of grant.
Grants of SAR awards to employees made by Russell under the LTIP vest over three years in
equal annual instaliments on February 16" each year after the date of grant. Awards will vest upon
retirement for employees who are age 65 or older and have at least five years of Russell service or
who are between the ages of 55 and 64, and the combination of the asscciate's age and service
{each rounded up to the nearest full year) totals 70 or more. Stock-based compensation expense
for awards granted to individuals meeting the retirement eligibility requirements, or who will meet
the age and service requirements within the applicable vesting period, is recognized over a
required service period that is less than the stated vesting period. LTIP awards expire five years
from the date of grant.
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For a 21-day period (or longer if determined by the Plan Administrator) that commences on the
date in the first quarter of each fiscal year on which the per share fair value is communicated to a
participant (herein after referred to as the “Annual Put Window”), holders of awards have the right
to require Russell to repurchase {"put”) vested awards or shares based on the then-current per
share fair value of Russell's common stock, subject to a limit of 50% of the cumulative number of
awards a participant has acquired under the LTIP as well as certain other limits discussed below.
Holders of common stock received upon exercise of options or vesting of RSUs must hold the
awards for at least six months and one day before they have the right to put such shares to
Russell. Holders of SARs are not eligible to participate in the Annual Put Window until they are
100% vested in their SAR award.

Holders of vested stock options have the right to exercise such awards during two semi-annual
exercise windows. The first exercise window in any fiscal year shall run concurrent with the Annual
Put Window for that fiscal year, and the second exercise window shall terminate no later than six
months and one day prior to the Annual Put Window for the following fiscal year. Each exercise
window shalt be a period of 21 days, which will commence on the date Russell communicates the
per-share fair value of its common stock to a participant.

Awards granted under the LTIP are subject to the guidance of SFAS 123R which requires that all
awards subject to the standard be classified as either equity or liability awards. SFAS 123R
requires that compensation expense for all equity-classified awards be recorded based on their
grant-date fair value, and liability-classified awards be remeasured to fair value at each statement
of financial condition date untit the award is settled.

Russell estimates the fair value of stock option and SAR awards using the Black-Scholes option
pricing model, which requires, among other inputs, an estimate of the fair value of Russeli's
common stock on the date of grant and the expected volatility of the common stock over the
expected term of the related grants. Stock options are granted with an exercise price equal to the
per share fair value of Russell's common stock at the date of grant. Russell determined that it was
not practicable to calculate the volatility of its share price since Russell’s securities are not publicly
traded and therefore, there is no readily determinable market value for its stock. Therefore, Russell
estimates its expected volatility based on reported market value data for a group of publicly traded
companies, which it selects from certain market indices, that Russell believes are relatively
comparable after consideration of their size, stage of lifecycle, profitability, growth, and risk and
return on investment. Russell uses the average expected volatility rates reported by the
comparable group for the expected terms estimated by Russell.

The expected terms of the stock option and SAR awards are derived from the average midpoint
between the vesting and contractual term. The risk-free rate for the expected term of the awards is
based on the U.S. Treasury yield curve at the time of grant. The expected annual dividend yield is
based on Russell's current dividend yield.

in connection with the adoption of the LTIP, Russell elected the straight-line method of allocating
compensation expense over the requisite service period of the related awards. As stock-based
compensation expense recognized in accordance with SFAS 123R is based on awards ultimately
expected to vest, the expense included in the Company's statement of income for the year ended
December 31, 2007 has been reduced by an estimated forfeiture rate of 3%.
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For the year ended December 31, 2007, the Company recorded stock-based compensation
expense under SFAS 123R of $1,172,217 related to the LTIP. Of this expense, $704,022 relates
to equity-classified awards held by employees of the Company, which has been recorded as a
noncash deemed capital contribution from Russell. As of December 31, 2007, the Company’s total
unrecognized compensation cost retated to equity-classified awards accounted for in accordance
with SFAS 123R was approximately $2,041,000, which will be recognized over the
weighted-average remaining requisite service period of 2.13 years. In addition, as of

December 31, 2007, the Company’s total unrecognized compensation expense related to liability-
classified awards outstanding under the LTIP was $1,194,209, which will be recognized over the
weighted-average remaining requisite service period of 2.13 years.

The total deferred income tax benefit recognized in the Company's statement of income for
stock-based awards for the year ended December 31, 2007 was $431,704. SFAS 123R requires
the benefits of tax deductions in excess of the compensation cost recognized for stock-based
awards to be classified as financing cash inflows rather than operating cash inflows, on a
prospective basis on the statement of cash flows. In 2007, the Company did not realize any
excess tax benefits from stock-based payment arrangements due to the lack of tax realization
events, The Company's historical SFAS 123R windfall tax benefit pool upon adoption of that
standard was zero given its adoption under the prospective transition method. The Company
utilizes the with and without approach to calculate realized windfall tax benefits from share-based
compensation awards. The Company records interest and penalfies on amounts due to tax
authorities as a component of income tax expense in its statement of income. In accordance with
EITF Issue No. 00-16 Recognition and Measurement of Employer Payroll Taxes on Employee
Stock-based Compensation, the Company records a liability for the employer’s portion of payroll
taxes on stock-based compensation under the LTIP on the date of the event triggering the
measurement and payment of the tax to the taxing authority.

10




Russell Implementation Services Inc.
Notes to Financial Statement
December 31, 2007

Detail related to stock option and RSU activity under the LTIP, representing the Company’s
equity-classified awards under SFAS 123R, is as follows:

Stock Options
Number of Weighted-
Shares Under Average

Option Exercise Price
Outstanding at January 1, 2007 - 8 -
Granted 325,046 15.46
Forfeited - -
Outstanding at December 31, 2007 325,046 15.46
Exercisable as of December 31, 2007 - -

Restricted Stock Units

Weighted-
Average
Number of Grant Date
Units Fair Value
Qutstanding at January 1, 2007 - % -
Granted 108,347 15.46
Vested - -
Forfeited - -
Outstanding at December 31, 2007 108,347 15.46

The fair value of each employee stock option awall'd for the year ended December 31, 2007 under
SFAS 123R was estimated using the Black-Scholes option pricing model with the following

assumptions:
Risk-free rate 3.13% - 4.5%
Expected term 2.64 — 3.5 years
Expected dividend yield 1% to 1.5%
Expected volatility 23% ~ 26.36%

The estimated weighted-average grant date fair value of all equity-classified awards granted during
the year ended December 31, 2007 was $3.29. No equity-classified awards were exercised or
expired during the year ended December 31, 2007.

1
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Detail related to SAR activity under the LTIP, representing the Company’s liability-classified awards
under SFAS 123R, is as follows:

Stock Appreciation Rights
Number of Weighted-
Shares Average
Under Right  Exercise Price

Outstanding at January 1, 2007 - % -
Granted 257,933 15.12
Forfeited - -
Qutstanding at December 31, 2007 257,933 15.12
Exercisable as of December 31, 2007 $ - -

The fair value of each SAR award as of December 31, 2007 under SFAS 123R was estimated
using the Black-Scholes option pricing model with the following assumptions:

Risk-free rate 3.27 %
Expected term 3.14 years
Expected dividend yield 1.5 %
Expected volatility 2555 %

The estimated weighted-average fair value of all liability-classified awards granted during the year
ended December 31, 2007 was $6.45. No SARs were exercised or expired during the year ended
December 31, 2007. Accordingly, no stock-based liabilities related to the LTIP were paid during
the year ended December 31, 2007. As of December 31, 2007, the Company had an aggregate
recorded liability of $468,195 related to its liability-classified awards, outstanding under the LTIP
included within incentive compensation liabilities in the Company’s statement of financial condition.

The following table summarizes information about all stock options and SARs outstanding under
the LTIP as of December 31, 2007:

Weighted-
Shares Average Weighted-
Subject to Remaining Average Total
Options/Rights Contractual Exercise Instrinsic
Outstanding  Life {Years) Price Vatue'"
Exercise price
$15.12 555,550 413 % 15.12
$19.14 27,429 413 19.14
$15.12 - $19.14 582,979 413 15.31  § 2,233,311
Vested and exercisable - - - -
Vested and expected to vest 565,490 413 15.31  § 2,163,005

" The total intrinsic value represents the aggregate estimated fair value of Russell's common stock
issuable and the aggregate exercise price available.
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OCAP

The Company participates in Russell's OCAP covering eligible employees. As discussedin

Note 1, Russell implemented the OCAP in February 2007. The OCAP provides for the award of a
cash bonus, denominated in the participant’s local currency at the time of grant, that will increase
or decrease in value based on the changes in the per share fair value of Russell's common stock.
Awards made to employees by Russell under the OCAP cliff vest after three years and are paid at
the end of the vesting period. This type of award is similar to a phantom stock unit that is subject to
the guidance of SFAS 123R, which requires that all awards be classified as either equity or liability
awards. As OCAP awards are ultimately settled in cash, the awards are liability-classified and will
be remeasured to fair value at each reporting period until settled. As of December 31, 2007, the
Company had an aggregate recorded liability of $61,223 refated to its OCAP awards, included
within incentive compensation liabilities in the Company's statement of financial condition.

tncentive Payment Plan

Effective April 27, 1998, the IPP was established whereby employees of Russell and its
subsidiaries, including the Company, could earn aggregate awards of up to 50 million shares of
Russell's callable puttable common stock. The number of shares issued under the IPP was
determined by Russell's cumulative eamings before interest, taxes, depreciation and amortization,
(“EBITDA"), as defined by the IPP, during a five-year period beginning January 1, 1999. As of
Aprit 15, 2004, a total of 42.25 million shares of callable puttable common stock were outstanding
based on this determination, of which 2.4 miliion shares were outstanding to then-current
employees of this Company. No additional shares of callable puttable common stock will be issued
under the IPP.

During the Annual Put Window, a holder of an award issued under the IPP can put up to an annual
limitation of 25% of cumulative total of shares that holder has received under the plan. Upon the
death, disability or employment termination of a holder of an award issued under the IPP, the
holder has the right to put all such awards (but not less than all) to Russell, and Russell has the
right to call all such awards (but not less than all) from that holder, each at a formula-derived price
as stated in the IPP.

Subject to the approval of Russeli’'s Board of Directors, Northwestern Mutuai Life Insurance
Company may affect these share repurchases in iieu of Russell. The put and call rights terminate
upon an initial public offering of Russell's common stock. In the event of a change in ownership
control of Russelt, Northwestern Mutual Life Insurance Company has the right to call all awards
then outstanding under the IPP at a formula-derived price, and each holder of such awards has the
right to put all such awards to Northwestern Mutual Life Insurance Company at a formula-derived
price.

Compensation expense related to these shares is based on changes in the formula-derived price of
the outstanding awards. In accordance with APB 25 (prior to the adoption of SFAS 123R), the
Company records compensation expense in its statement of income related to the shares held by
employees of the Company during the period. The expense recorded by the Company is
considered a deemed capital contribution from Russell. No related liability is recorded in the
Company's statement of financial condition as the contractual obligation for cash setlement of the
shares remains with Russell.
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Russell's outstanding callable puttable common stock continued to be subject to the guidance of
APB 25 and EITF Issue No. 87-23, Book Value Stock Purchase Plans, until modified. In April
2007, the terms of the IPP were modified to increase the private equity fund of funds EBITDA
utilized in the calculation of the formula-derived price and certain annual limitations on the ability of
award holders to put award holder's holdings were adjusted.

As discussed in Note 1, the Company adopted SFAS 123R under the prospective transition
method. The modification to the EBITDA multiple resulted in the callable puttable common stock
becoming subject to the guidance of SFAS 123R from the date of modification. As such shares
were fully vested at the date of modification and do not expire, their fair value is equal to their
intrinsic value. Consistent with the treatment previously required by APB 25, the Company records
compensation expense in the statement of income related to the shares held by employees of the
Company during the period.

The following table reflects the activity for the year ended December 31, 2007 of shares of callable
puttable common stock held by employees of the Company:

Shares of
Callable
Puttable

Common Stock

Outstanding at January 1, 2007 385,704
Net transfers in {out) 148,710
Settiements (275,004)
Outstanding at December 31, 2007 259,410

The aggregate value of outstanding shares of callable puttable common stock held by employees
of the Company as of December 31, 2007 was $5,271,211. The aggregate amount paid by Russell
during the year ended December 31, 2007 to settle shares held by employees of the Cempany was
$4,559,566. Compensation expense recorded by the Company related to shares of callable
puttable common stock outstanding was $1,105,190 for the year ended December 31, 2007. The
Company recorded a related noncash deemed capital contribution from Russell of $1,105,190 for
the year ended December 31, 2007.

Incentive Share Ptan

The Company participates in Russell's ISP covering eligible employees. Effective January 1, 2004,
the ISP was established by Russell. The ISP is a cash-based, long-term incentive program for
employees of Russell. From 2004 through 2006, ISP units were awarded annually to selected
employees. The plan does not have a definitive end date; however, Russell's Board of Directors
has not made any grants in 2007 and does not anticipate further grants.

The value of ISP units is determined by the increase in Russell's annual EBITDA as defined by the
ISP, over the four years beginning with the year the award is made. The units vest at the rate of
25% per calendar year over the four-year period. The vested appreciation of the ISP units will be
paid in cash in the year following the end of the four-year vesting period, or upon the participant's
termination of employment from Russell, whichever occurs earlier. Compensation expense under
the ISP was $3,015,219 for the year ended December 31, 2007. As of December 31, 2007, the
Company had an aggregate recorded liability of $5,763,000 related to its ISP awards which is
included within the incentive compensation kiabilities in the Company’s statement of financial
condition.
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6. Benefit Plans

Retirement Plan

The Company participates in the Russell defined contribution retirement plan (the “Plan”) covering
eligible employees. The Plan allows for contributions to be made out of the Company’s net
operating profits at the discretion of the Russell Board of Directors. Employees may also contribute
a percentage of their compensation as defined by the Plan.

Discretionary Bonuses
The Company pays discretionary bonuses to its employees based on a percentage of Russell's
consolidated operating income, as defined.

7. Related Party Transactions

Under a joint purchasing agreement, Russell processes payments for the direct expenses of the
Company. Under a joint paymaster agreement, Russell processes payroll transactions for the
Company. Additionally, Russell aliocates certain negotiated charges to the Company such as
office space, equipment, and insurance charges. The Company reimburses Russell monthly for
these expenses. Amounts due and payable to Russell for these charges were $1,245,395 at
December 31, 2007 and are included in due to affiliates on the accompanying statement of
financial condition.

Under an expense sharing agreement, certain charges, such as corporate overhead, incurred by
Russell an the Company’s behalf are not allocated to the Company.

The Company acts as an introducing broker for clients of Russell and other affiliated companies.
The clients may elect to pay their fees to Russell and other affiliates with commission credits
received from the Company. Commission credits paid to Russell and affiliated companies for client
fees totaled $1,794,707 for the year end December 31, 2007.

During 2007, the Company effected transactions on behalf of affiliated companies, recording
securities commission revenue or investment management fee from such transactions. Securities
commission revenue from these transactions totaled $26,727,397, and total fee-based revenue
from affiliated companies were $1,851,606. At December 31, 2007, deferred research services
credits and prepayments for customer research services credits from affiliates are $222,834 and
$0, respectively.

Russell and its subsidiaries follow a transfer pricing methodology govermed by the amended and
restated Master Intercompany Agreement (“Agreement”). The methodology, a Residual Profit Split,
is intended to conform to the relevant U.S. and local country tax laws and the Organization of
Economic Cooperation and Development guidelines. As a participating member to the Agreement,
the Company receives an intercompany recovery/{charge) based on the amount calculated under
the Residual Profit Split. Russell acts as the monthly seftlement agent for any payments or
disbursements among the participating members associated with the effects of the Residual Profit
Spiit. The amount recorded as an intercompany charge under the agreement for the year ended
December 31, 2007 was $33,124,000. The amount due from Russell is $1,712,000 at

December 31, 2007, and is included in due from affiliates in the accompanying statement of
financial condition.

The Company has entered into an agreement with a related party to perform sales and client
support activities on its behalf. Fees paid by the Company in connection with these services are
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10.

1.

recorded as sales and client service fees. For the year ended December 31, 2007, these fees
were approximately $11,793,000. The amount due from affiliates is $215,400 at December 31,
2007, and is included in due from affiliates in the accompanying statement of financial condition.

Guarantees

In the normal course of business, the Company enters into contracts that contain a variety of
representations which provide general indemnifications. The Company’s maximum exposure
under these arrangements is unknown as this would involve future claims that may be made
against the Company that have not yet occurred. However, the Company expects the risk of loss
to be remote.

Concentration of Risk

The Company's total net revenue for the year ended December 31, 2007 included amounts from a
major customer, which accounted for 6.0% of net revenue.

Contingencies

The Company has various claims and fegal matters occurring in the normal course of business,
which management, based upon the advice of legal counsel, does not expect to have a material
adverse effect on the financial condition, results of operations or cash flows of the Company.

Subsequent Event

Subsequent to December 31, 2007, the Company declared a $1,000,000 return of capital
distribution to Russell.
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